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Trade vs . Finance in Determining Exchange Rates 

It is a truism tQ say that exchange rates are determined by demand and 
supply for currencies. But in the analysis so far, we have considered only demand 
and supply as they relate to exports and imports (trade) . Yet we know that 
currency markets are also affected by demand and supply for financial assets 
(stocks, bonds, real estate, factories, etc.). And we know that financial 
transactions dwarf those transactions related directly to trade in exchange 
markets. So what is the justification for discussing the determination of 
exchange rates in terms of exports and imports? 

There is a seeming paradox in exchange markets . Although capital 
movements (transactions involving financial assets) dwarf those related to 
trade, there is no equilibrium exchange rate based on such movements. To 
understand this paradox, consider a British investor with £1000 to invest 
deciding whether or not to buy a bond denominated in dollars and issued by an 
American company. Suppose the bond costs $1000 and has an annualized yield of, 
say, 10% and a maturity of 10 years. The British investor must make the decision 
on whether to buy the bond on the standard return-vs . -risk basis. 

Now suppose the exchange rate is £1 = $1 and is guaranteed to stay at that 
rate for at least 10 years. The British investor could buy one bond at this 
exchange rate with £1000, since the exchange rate is absolutely fixed, the 
investor does not really care whether the bond is denominated in dollar or pounds , 
Now suppose the exchange rate is instead £1 = $2 and guaranteed to stay at that 
rate for at least 10 years. She British investor can buy 2 bonds. Nonetheless, 
since the exchange rate is guaranteed for the maturity of the investment, it 
is still a £1000 investment yielding 10% per year over ten years. 1 The investor 
does not care about the absolute value of the exchange rate if the exchange rate 
is fixed. 

Note that this situation is completely unlike that of a British importer 
deciding whether to buy an American product (as opposed, say, to buying that 
product from some other source) . The dollar/pound exchange rate will matter 
quite a bit to the importer. 
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At £1 = $2, r'r.e.31, S . will be much more competitive as a source of supply 
than at £1 = $1, other things equal. So the absolute exchange rate seems to 
matter to the export/importer trader but not the financial investor. 

Of course, financial investors will be concerned with the exchange rate 
if it is not guaranteed to be fixed for the life of f-Cjae investment* t'f * for 
example, the dollar appreciated relative to the pound for 10 years at 1% per 
year, the yield on our bond would be raised to 11% when measured in pounds. And 
1-fV'tee dollar depreciated by 1% per year, the pound yield would be cut to 9%. 
But note that what the investor cares about in this case is not the absolute 
value of the exchange rate, btst the likely rate of change of the exchange rate. 
If our British investor thought that the dollar would surely appreciate by 1% 
per year relative to the pound, he/she would be indifferent whether the starting 
exchange rate at the time of the bond purchase was £1 = $1 or £1 = $2. 

'fr. shore, financial investors would be concerned about the absolute level 
of the exchange rate only if the absolute level provided information about the 
probable future rate of change of the exchange rate. There is some information 
in the absolute rate that mi ght have a bearing on future exchange rate movements, 
but it is all export/import related. For example, an investor might be worried 
about an exchange rate set at a level causing a trade deficit that seemed 
"unsustainable" in the long run. Or he/she might think that an exchange rate 
that led to a large trade surplus would eventually require depreciation. Thus, 
financial transactors might look at absolute exchange rates, relative price 
levels at current exchange rates, inflation rates, etc. These are all variables 
that are mainly linked to export/import trade. 


1 Where equity investment is concerned, and where the investor is attempting to acquire a 
controlling interest in a firm, the absolute number of shares that can be acquired per pound 
might be important if the investor is subject to some kind of credit rationing. 
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Because judgments by financial investors about likely exchange rate movements 
are geared to trade variables, the trade tail, can wag the financial dog. 

Perhaps another illustration would be helpful. Usually, a high inflation 
rate produces high nominal interest rates. Would you thifik investing- ih a bond 
denominated in the currency of a high inflation country was a "good deal" just 
because ijjhe nominal interest rate was high? You would probably think that the 
high nominal yield would be substantially reduced once you converted it back 
to your currency at future exchange rates because you would think that high 
inflation, would likely lead to depreciation. So the high nominal yield might 
not be especially attractive. 

But wait! Why do you think there will be depreciation of the high-inflation 
currency? Probably because you think that at a given exchange rate, high internal 
inflation will make the country less and less competitive in world export/import 
markets . 2 So you are making a financial decision based on trade considerations . 3 


2 We will shortly analyze the inflation/exchange rate connection. See the later section on 
relative purchasing power parity. 

3 Note that if you were to assume that inflation had nothing to do with export/import 
competitiveness, high yields associated with high inflation would be attractive. It would then be 
the case that the best way for a country to attract financial capital from abroad would be to step 
up its inflation rate! 



